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Robinson: "Tax-Free" and Taxable Incorporations

"TAX-FREE" AND TAXABLE INCORPORATIONS
RUSSELL M. ROBINSON, II*

When a corporation is organized solely for cash or for property
having a fair market value equal to its adjusted basis, no question will
arise concerning the taxability of the exchange. In the usual case,
though, some of the property transferred to a new corporation will
have a fair market value that is either more or less than its adjusted
basis, and then it becomes quite important to decide whether the gain
or loss on that transfer is to be recognized for income tax purposes.
Subject to certain limitations, persons incorporating a business will
have a choice between a taxable and a nontaxable transfer on every
item of property to be acquired by the new corporation. The proper
exercise of this choice as to each separate asset requires careful planning and close attention to such factors as the nature of the assets
being transferred and the aims of the parties involved. It is the purpose of this article to provide a framework of rules within which the
practitioner can advise his client in these matters upon the incorporation of a typical small business enterprise.
CHARACTERISTICS OF A "TAx-FREE" INCORPORATION

If a few simple precautions are observed, it is usually quite easy
to avoid, in whole or in part, the recognition of taxable gain or loss
upon the bona fide organization of a new corporation for the actual
transaction of a business. Section 551 (a) of the Internal Revenue
Code provides that:
No gain or loss shall be recognized if property is transferred
to a corporation by one or more persons solely in exchange for
stock or securities in such corporation and immediately after
the exchange such person or persons are in control... of the
corporation.

*Preparatory education, Princeton University; LL.B. 1956, Duke University;
Author, NORTH CAROLINA CORPORATION LAv AND PRAcTicF (1964); Member, North

Carolina Bar Association and American Bar Association.
1. One of the most essential requirements of any "tax-free" corporate reorganization, including a §531 incorporation, is that it must satisfy the so-called "business
purpose" doctrine, a nonstatutory rule developed from the famous case of Gregory
v. Helvering, 293 U.S. 465, 55 Sup. Ct. 266 (1935). The discussion in this article is
therefore based on the assumption that the new corporation is being organized to
commence or continue a bona fide business venture and not merely as a temporary
device to avoid taxes.
[207]
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Thus the essential elements of a "tax-free" incorporation under that
section, and under the corresponding provisions of most state income
tax laws, are (a) a transfer of property to a corporation, (b) by a
controlling group of shareholders, (c) in exchange for a relatively
permanent interest in the enterprise. Every transfer will be nontaxable to the extent that it meets those three basic requirements, as
amplified in the following paragraphs.
Property Transferred
The "property" that will qualify for a nontaxable transfer to the
new corporation is any kind of asset whatsoever, including money
and other intangibles such as goodwill, corporate securities, partnership interests, and patent rights.2 The Code and the Treasury Regulations together, however, expressly provide that stock or securities
issued for services or for a contract to render services will not be considered as issued in return for property.3 This means that stock issued
solely for services will be taxed to the recipient as ordinary income
and cannot be counted in determining whether the 80 per cent control requirement has been met. On the other hand, if stock is issued
for property and services contributed by the same person, no gain
will be recognized on the stock issued for property; the stock issued
for services will be taxed as ordinary income, and all of the stock
issued (both for services and for property) may be counted in testing
the 80 per cent control.4 If the primary purpose of the transfer of
property in such a case, however, is to qualify the other shares as
"control" stock and such property is of relatively small value in comparison to the services, all of the stock may be regarded as having
been issued for services. 5
A recent Revenue Ruling6 deals with the sometimes difficult
question whether technical know-how constitutes "property" or "services" within the meaning of section 351. Under the guidelines stated
in that Ruling, all secret information concerning a device, process,
formula, or the like in the general nature of a patentable invention
will qualify as "property," without regard to whether a patent application has been filed and without regard to whether it is patentable
in the patent law sense. Other secret information or know-how will
2. George M. Holstein, III, 23 T.G. 923 (1955) (citing several cases on the
question of money as "property"); Treas. Reg. §1.351-1 (a)(2) (1955), Example (1)
(patent right); Treas. Reg. §1.741-1 (c) (1956) (partnership interest).

3.

INT. REv. CODE OF

1954, §351 (a) (last sentence); Treas. Reg. §1.351-1 (a) (1) (i)

(1955).
4.
5.
6.

Treas. Reg. §1.351-1 (a) (2) (1955), Example (3).
Treas. Reg. § 1.351-1 (a) (1) (ii) (1955).
Rev. Rul. 64-56, 1964-1 Cum. BULL. 133.
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be classified as "property" or "services" on a case-by-case-basis. In
making such a determination, a major and possibly conclusive factor
will be whether the transferor developed the information primarily
for use in his business prior to incorporation, or whether he developed
it specifically for the transferee corporation. If the first, the information is "property"; if the latter, "services." For example, a specially
designed program for providing group life insurance to a particular
type of employee would presumably be "property" if used by a sole
proprietor or partnership in the conduct of a business prior to incorporation. But presumably the same program would remain
"services" if developed prior to incorporation with a view to a
7
transfer for stock or securities.
A similar question arises when a transferor of property also performs services in connection with the transfer. Is the stock to be
deemed issued solely for the property and therefore completely nontaxable, or is a portion of the stock to be allocated to the value of
the services and therefore taxed as ordinary income? Revenue Ruling
64-56 takes the position that the services will not be treated as separate consideration for the stock if they are "merely auxiliary and
subsidiary to the property transfer." For example, services performed
in promoting the transaction by demonstrating and explaining the
use of the property or by assisting in the start-up procedures are not
independent from the property transfer.8 If, however, property and
services are furnished as independent items of consideration, a reasonable allocation of values must be made. The question will be an
issue of fact in each case.
"Stock or Securities"'

The "stock" that can be issued by a corporation on a tax-free
organization may be of various types - common, preferred, voting,
nonvoting, et cetera. The Regulations, however, expressly provide
that stock rights and stock warrants do not qualify. 0
The term "securities" is somewhat more restricted, but there is
no mechanical test whether a particular corporate obligation or evidence of indebtedness will qualify. The issue is one of fact. It in7. Ibid., citing Harold L. Regenstein, 35 T.C. 183 (1960), for illustrative purposes only, and stating that: "The fact that the information is recorded on paper
or some other physical material is not itself an indication that the information is
property."
8. Ibid., citing Arthur C. Ruge, 26 T.C. 138 (1956).
9. The phrase "stock or securities" as used in §851 has the same meaning as
in the reorganization provision in §354 of the Internal Revenue Code. Camp
Wolters Enterprises, Inc., 22 T.C. 757, 751 (1954), aff'd, 230 F.2d 555 (5th Cir.

1956).
10. Treas. Reg. §1.351-1 (a) (1) (1955).
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volves determining whether the bonds or promissory notes represent
an investment in the business of the new corporation, or whether they
are merely a practical substitute for a cash sale." The principal criterion relied upon by the courts in resolving this issue is the maturity
date of the instruments in question. Generally, a ten-year period can
2
be regarded as a "safe" term, both for bonds and promissory notes.1
A five-year term is probably the absolute minimum, and in some
cases might not be sufficient. 13 It would also seem to be dangerous to
include an early prepayment clause in the evidence of indebtedness, al4

though this has been allowed.1

It is possible in most cases to qualify a corporate promissory note
as a "security" for section 351 purposes without making it subject to
the federal documentary stamp tax on the issuance of a "certificate
of indebtedness.""5 Therefore, in the normal case there would be no
reason to incur an extra excise tax by giving the corporate debt the
added dignity of a "bond" or "debenture" merely to make sure that it
is a "security."
At their election, the several organizers of a new corporation
could receive only stock or both stock and securities in varying
amounts. Furthermore, the use of the disjunctive "or" in section
351 (a) would seem to permit a transferor to receive only securities.
But there is no authority on the point, and the Revenue Service could
conceivably take the position that a gain by a person who receives
only securities must be recognized because he is not included in the
group that is "in control." Because of this possibility, the practitioner
may wish to advise his clients to allow all transferors of property to
receive some stock if at all practicable.
The recently enacted imputed interest provisions in the Code will
apply to a nontaxable transfer of property under section 351 in the
same manner as it applies to other sales and exchanges. 16 Consequently, under current Revenue Rulings, if securities issued by the corporation in exchange for the property bear interest at less than 4 per
17
cent per annum, interest will be imputed at 5 per cent per annum.
Such imputed interest, however, would not constitute "boot." There11.

L. & E. Stim, Inc. v. Commissioner, 107 F.2d 390, 392 (2d Cir. 1939) (2%

year bonds held not "securities").
12. Burnham v. Commissioner, 86 F.2d 776 (7th Cir. 1936); Rev. Rul. 59-98,
1959-I Cum. BULL. 76 (6A year notes).
13. E.g., Neville Coke & Chemical Co., 3 T.C. 113 (1944), afl'd, 148 F.2d 599
(3d Cir. 1945), cert. denied, 326 U.S. 726 (1945).
14. Pan American Trust Co., 183 P-H Tax Ct. Mem. [45, 183 (1945); Mary
N. Crofoot, 183 P-H Tax Ct. Mem. 45,036 (1945).
15. United States v. Leslie Salt Co., 350 U.S. 383 (1956); INT. REv. CODE OF
1954, §4311.
16. INT. REV. CODE OF 1954, §483.
17. Temporary Treas. Reg. §19.3-1 (1964).
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fore it will not have any affect on the nontaxable nature of the transfer or alter the determination of the basis of the property and the
stock in the hands of the respective parties.
Control Requirement
The sine qua non of a tax-free incorporation is the acquisition of
control by the person or persons who transfer the property (including
cash) to the new corporation. If the control requirement is not met,
the whole tax-free character of the transaction is spoiled, and gain or
loss is recognized immediately on all assets transferred.
The "control" required for a tax-free incorporation is defined by
the Internal Revenue Code as the ownership of at least 80 per cent
of all outstanding voting stock and of at least 80 per cent of "the
total number of shares of all other classes of stock of the corporation."18 This latter clause has been interpreted by the Treasury Department as requiring 80 per cent ownership of each separate class
of non-voting stock.19
Although the Code says that the 80 per cent control requirement
must be met "immediately after" the transfer of property, the steptransaction doctrine would probably be applied to invalidate a taxfree incorporation if the organizers sell their "control" stock soon
after incorporation under a prearranged scheme or binding commitment.2 0 Conversely, if the organization involves several steps that are

not consummated simultaneously, the whole series of transfers will be
regarded as one integrated transaction and held to be tax-free if "the
rights of the parties have been previously defined and the execution
of the agreement proceeds with an expedition consistent with orderly
2
procedure." '
Once the new corporation has been organized and the initial transfers of property completed, there can be no later nontaxable transfer
to that corporation except by a person who will be "in control" after
the later transfer. For example, if three persons organize a corporation
as equal shareholders, one of those shareholders could not thereafter
INT. REV. CODE OF 1954, §§351 (a), 368 (c).
19. Rev. Rul. 59-259, 1959-2 Cum. BULL. 115.
20. The Overland Corp., 42 T.C. 26 (1964); S. Klein on the Square, Inc., 14
T.C. 786 (1950), aff'd, 188 F.2d 127 (2d Cir. 1951), cert. denied, 342 U.S. 824 (1951).
Cf. Barker v. United States, 200 F.2d 223 (9th Cir. 1952) (stock optioned); Heberlein Patent Corp. v. United States, 105 F.2d 965 (2d Cir. 1939) (gift of stock).
This does not mean, though, that the original owners cannot later sell their stock
pursuant to an agreement made after the transfer to the corporation. American
Bantam Car Co., 11 T.C. 897 (1948), aff'd, 177 F.2d 513 (3d Cir. 1949), cert. denied,
339 U.S. 920 (1950).
21. Treas. Reg. §1.351-1 (a) (1) (1955).

18.
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make a nontaxable transfer of additional property for stock or securities unless he then becomes the owner of 80 per cent of each class
of stock. Of course, the shareholder could make a nontaxable contribution to capital; but he would thereby be surrendering two-thirds of
the value of the contributed property to the other two shareholders.
Perhaps a more promising alternative in such a case would be to have
the other two shareholders also make transfers of property, albeit in
smaller amounts, in order to bring them into a group that would be
"in control." But the parties might then have to face an argument by
the Internal Revenue Service that the smaller transfers should be disregarded because they were of relatively small value in comparison to
the value of the stock and securities already owned and their "primary purpose" was to qualify the larger transfer for nonrecognition
benefits under section 351.22 The moral of this problem is that the
practitioner should be particularly careful that his clients, in planning their initial transfers to the new corporation, do not overlook
any item of property that may be needed in the business later.
ProportionateInterest Rule
Under the 1939 Code, when two or more organizers transferred
property to a new corporation, each was required to receive stock and
securities valued in proportion to his particular contribution. Under
the 1954 Code, though, if one of several organizers receives more than
his proportionate share of the total stock and securities issued, such
disproportion will not disqualify the tax-free exchange. However,
the disproportionate amount may be taxed as a gift or as income to
the recipient. If the amount is taxed as income, some or all of the
other organizers may recognize capital gain on such disproportionate
amount because they have discharged a legal obligation with it.23 Apparently it is still an open question whether either the other organizers
or the corporation can claim a deduction for the value of the disproportionate amount of stock in the income type of situation.24
Transfer of Encumbered Assets
As a general rule, the assumption of liabilities by the newly organized corporation, or the transfer to it of property subject to liabilities, will not constitute the receipt of any taxable consideration by
22. Treas. Reg. §1.351-1 (a) (1) (ii) (1955).
23. Treas. Reg. §1.351-1 (b) (1955).
24. This deduction for a payment of compensation of services rendered is,
of course, a matter entirely separate and distinct from the recognition of capital
gain arising out of the discharge of a legal obligation to pay for such services. See
text accompanying note 23.
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the transferors.25 This general rule, though, is subject to two exceptions. First, if it is found that the assumption of any encumbered
property was for the purpose of avoiding income taxes on the transfer or was not for a "bona fide business purpose," then all liabilities
assumed or encumbering any assets will be taxed as "boot" to the
transferors who were originally liable.26 Furthermore, whenever the
Commissioner determines that the transfer of encumbered property
was not for a bona fide business purpose, the burden is upon the taxpayer to prove "by the clear preponderance of the evidence" that it
was.2 7 It is not clear at this date just how far this exception will go
toward completely disposing of the general rule. However, the very
least the corporate organizers should do is avoid incurring liabilities
just prior to incorporation, other than those in the ordinary course
of business and avoid transferring liabilities to the new corporation
shortly before they mature.
The second exception to the general rule is the provision that the
assumption of a transferor's liabilities or the acquisition of his property subject to liabilities shall constitute taxable "boot" to him to the
extent that the total of all such liabilities exceeds the total of the
adjusted basis of the property transferred by that particular organizer. 28 It should be particularly noted: first, only the excess amount
of such liability is taxed, not the whole amount; second, the liabilities
need only exceed the adjusted basis, not the fair market value. To illustrate, suppose that A owns property worth $50,000, which has an
adjusted basis of $15,000 and is subject to a $30,000 mortgage. If A
transfers that property to a newly organized corporation in a taxfree organization for common stock worth $20,000, he will be taxed
on $15,000 - that is, the extent by which the $30,000 mortgage exceeds
his $15,000 basis for the property.
Treatment of "Boot"
Unlike a failure to satisfy the control requirement, the receipt
by a transferor of property other than "stock or securities" -usually
referred to as "boot" - will not completely destroy the nontaxable
nature of a section 351 incorporation. Instead, the only result is that
gain (but not loss) is recognized to the recipient of such "boot" only
to the extent of its value. 29 For example, if certain promissory notes
fail to qualify as "securities," the recipient is taxed on the fair market
value thereof.
25.

INT. REV. CODE OF 1954, §357 (a).
26. INT. REv. CODE OF 1954, §357 (b); Treas. Reg. §1.357-1 (c) (1955).
27. INT. REv. CODE OF 1954, §357 (b) (2).
28. INT. R .CODE oF 1954, §357 (c).
29. INT. REv. CODE OF 1954, §351 (b).

Published by UF Law Scholarship Repository, 1965

7

Florida Law Review, Vol. 18, Iss. 2 [1965], Art. 2
UNIVERSITY OF FLORIDA LAW REVIEW

[Vol. XVIII

Thus the parties organizing a new corporation can choose the
assets on which, and the extent to which, they wish to recognize gain
in making the transfer to the corporation.
Records and Information
The Treasury Regulations require the participants in a tax-free
incorporation to keep certain records and file certain specified information with their federal income tax returns.3 0 Failure to comply
with this administrative requirement would not per se disqualify a
tax-free transaction, but there is certainly no reason to invite trouble
when it can so easily be avoided.
CONSEQUENCES OF A

"TAx-FREE"

INCORPORATION

The "tax-free" benefits of a section 351 incorporation are a mixed
blessing. Those benefits are obtained at the expense of a built-in
future tax liability that at the most could double the amount of
tax that would have been paid on a straight sale of the appreciated
property for cash. Moreover, as a relatively minor matter, various
accounting rules must be examined to determine whether or not such
transfer may invoke other immediate tax impositions even though no
gain or loss is recognized on the actual transfer of property. These
tax consequences of a "tax-free" incorporation are discussed in the
following paragraphs.
Basis Rules and Their Effect
If property is transferred to a new corporation in a "tax-free"
transaction, the basis of that property to the corporation will be the
same as it was to the transferor, increased by the amount of any gain
that was recognized on the transfer. 31 On the other side of the transaction, the basis of the stock or securities received by the transferor
will be the same in his hands as that of the property transferred, decreased by the amount of money and the fair market value of other
property received and increased by the amount of the gain recognized.3 2 Also, for the purpose of this latter rule, any liability assumed
by the corporation or to which the transferred property is subject
will be treated as money received, regardless of whether any part of
that liability was taxed as

'33
"boot.

The operation and effect of these two basic rules can best be illustrated by a simplified example:
30. Treas. Reg. §1.351-3 (1955).
31.

INT. REV. CODE OF 1954, §362 (a).
OF 1954, §358 (a) (1).

32. INT. REV. CODE
33. INT. REV. CODE

OF

1954, §358 (d).
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Example: A owns land worth $100,000 which has a basis of $25,000
and is subject to a $40,000 mortgage. He transfers that land to a
new corporation on a "tax-free" organization for common stock
worth $60,000 plus an assumption of the mortgage. Gain is recognized in the amount of $15,000 (excess of $40,000 mortgage over
$25,000 basis), so the corporation's basis for the property is $40,000
($25,000 basis of transfer plus $15,000 recognized gain). The basis
of A's stock is computed as follows:
basis of transferred property
less mortgage assumed
plus gain recognized
basis of A's stock

$ 25,000
($ 40,000)
$ 15,000
0

If the corporation then sells the property for $100,000 it will be
taxed on a $60,000 gain. And if A also sells his stock for $60;000,
he too will be taxed on a $60,000 gain. (Note that A has already
paid a tax on a $15,000 gain upon the initial organization.)
From the foregoing it appears that a "tax-free" incorporation is
not truly tax-free. Recognition of the gain on the transfer is merely
deferred, and the tax on that gain will eventually have to be paid
unless the stockholder dies and the property is distributed to his
estate in kind upon the redemption of his stock. But even more important than that, a "tax-free" incorporation will generate a potential
double tax liability because both the corporation and the stockholder
take a substituted basis for the property and the stock respectively.
If the property were transferred to the new corporation in a taxable
exchange, gain on the lower basis would be taxed only once; but if
the first transfer is "tax-free," gain on the lower basis can be taxed
twice.
Various Accounting Rules
The Internal Revenue Service has ruled that, since a reserve for
bad debts is not transferable to any other entity, a taxpayer who
transfers all the assets and liabilities of his business to a corporation,
in a section 351 transaction, realizes ordinary income upon such transfer to the extent of the tax benefits previously derived from the bad
debt reserve.3 4 Such a tax liability is incurred in the "tax-free" incorporation of a partnership as well as a sole proprietorship.
A different rule applies in connection with the recently enacted
depreciation recapture provisions. The Code expressly states, in effect,
that the ordinary income potential of section 1245 property and section 1250 property is realized upon a nontaxable incorporation only
34. Rev. Rul. 62-128, 1962-2 CuM. BULL. 139.
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to the extent of the "boot" received for such property. 35 Otherwise,
that potential is carried over into the hands of the transferee corporation to await realization upon some later nonexempt disposition of
the property.
Similarly, the transfer of section 38 property in a "tax-free" incorporation may result in an ordinary income tax liability by requiring an adjustment in the investment credit previously claimed on such
property, and this liability may arise either immediately upon the
transfer or at a later date. The pertinent section of the Code provides that such an adjustment in the tax credit must be made unless
the transfer of property represents "a mere change in the form of
conducting the trade or business so long as the property is retained
in such trade or business as section 38 property and the taxpayer retains a substantial interest in such trade or business." 36 The Senate
Finance Committee Report3. 7 on this legislation makes it clear that
the incorporation of a business under section 351 may qualify as "a
mere change in the form of conducting the trade or business" within
the meaning of the statutory exception. But the report indicates that
the retention of "a substantial interest in such trade or business"
must not only exist immediately after the incorporation but must
also continue throughout the period of useful life on which the investment credit was originally computed. Presumably, therefore, if
one of the transferor-stockholders disposes of a substantial portion of
his stock (except by operation of law) before the expiration of the
useful life of the section 38 property, he would incur an ordinary income tax liability by an adjustment of his credit.
Finally, the practitioner should keep in mind that accounting
methods do not carry over from a proprietorship or partnership to a
corporation under a section 351 incorporation.38 For example, if a
business is on a LIFO basis for its inventory prior to incorporation,
the new corporation will not automatically acquire the inventory on
that basis. Instead, it must file a new LIFO election on Form 970
39
with its first return.
TAXABLE INCORPORATIONS

Generally, there are three situations in which a taxable gain or
loss may be desirable upon the organization of a corporation.
First, the parties may wish to step-up the basis both of the stock
and securities received and of the transferred property in the hands
of the corporation in order to avoid the potential double tax liability
35. INT. REv. CODE OF 1954, §§1245 (b) (3), 1250 (d) (3).
36. INT. REV. CODE OF 1954, §47 (b).

37. S. REP. No. 1881, 87th Cong., 2d Sess. 152 (1962).
38. INT. REV. CODE OF 1954, §381.

39. Treas. Reg. §1.472-3 (1958).
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explained above. In some cases, of course, this double tax can be
eliminated under section 387 of the Internal Revenue Code, which
provides that no gain or loss shall be recognized on certain corporate
sales made after the adoption of a plan of complete liquidation. In
some instances, though, the incorporators may wish to sell their stock
instead of liquidating, or section 337 may be unavailable for other
reasons.
Second, it might be especially advantageous for the corporation
to obtain a stepped-up basis on a particular type of property transferred to it. For example, if the basis of depreciable property can be
increased by a taxable transfer, the resulting increase in depreciation
deductions may more than offset the capital gain tax to the transferor;
or, if property is a capital asset to the transferor but an inventory
item to the corporation (for example, land to be subdivided),
stepping-up the basis may convert into capital gain to the transferor
what would otherwise have been ordinary income to the corporation.
Finally, when the property to be transferred is worth less than its
adjusted basis, the owner of the property may wish to recognize the
capital loss so that he can offset it against his capital gains. This is
particularly true of nondepreciable property such as land, if it is to
be held by the corporation indefinitely.
The recognition of gain or loss in these situations is subject to
certain limitations and hazards, which are discussed briefly in the
following paragraphs.
Gain Transactions
The Internal Revenue Code provides that an individual will realize ordinary income upon the taxable transfer of depreciable property to a corporation in which he or certain members of his family own
"more than 80% in value of the outstanding stock" after the transfer.4o Consequently, any taxable transfer to a newly organized corporation for the purpose of stepping-up the depreciable basis of the
transferred property should be examined with great care. The applicability of this provision, though, is actually rather limited. In the
first place, it requires the ownership of more than 80 per cent in
value of the outstanding stock of the transferee corporation. Therefore, it would be possible for a person to own 100 per cent voting
control of a corporation with two classes of stock and still not be
within the scope of the statute. And, secondly, the ownership attribution rules of that provision are not nearly so far-reaching as those
in some other sections of the Code.4 1
40. INT. REv. CoDn oF 1954, §1239.
41. The attribution of ownership extends only to the spouse of the trensferor
and his minor children and minor grandchildren. INT. REv. CoDE OF 1954, §1239 (a).
Compare note 44 infra.
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A possible further inducement to recognizing gain upon the transfer of depreciable property to a new corporation is the $2,000 or 20
per cent (whichever is less) depreciation deduction which is allowed
on certain tangible personal property if acquired by a taxable transfer.42 This additional deduction will be disallowed, however, if the
property was acquired from someone who "owns" more than 50 per
cent in value of the corporate stock; and, in this situation, more comprehensive attribution rules are provided for determining stock
43
ownership.
Finally, the capital gain treatment generally accorded to a sale
or exchange of patent rights will be disallowed, and the gain therefore
taxed as ordinary income, if the transferor owns 25 per cent or more
in value of the transferee corporation; and in this connection too, the
44
more comprehensive attribution of ownership rules apply.
Loss Transactions
A loss on any property transferred to a newly organized corporation in an otherwise taxable transaction will be disallowed if the
transferor owns, directly or indirectly, more than 50 per cent in value
of the outstanding stock of the corporation after the transfer; and,
for the purpose of this provision, a person is regarded as constructively
owning the stock held by a broad range of related owners.4 5 Furthermore, even if the seller's loss is disallowed, the basis of the property
to the corporation for the purposes of depreciation and computing
losses (but not gains) on later sales is the price at which it was trans46
ferred to the corporation - not the seller's basis.

Because of these rather severe consequences of having a loss disallowed, any taxable transfer of property to a newly organized corporation at a loss should be examined with unusual caution, particularly
with respect to the constructive ownership rules, in order to be
certain that the loss is allowable.

42.

INT. REV. CODE OF 1954,

§179.

43. INT. REV. CODE OF 1954, §179 (d) (2) (A) incorporates by reference the attribution rules in §267, except that the "family" of an individual is deemed to include
only his spouse, ancestors, and lineal descendants. See note 44 infra.
44. INT. REV. CODE OF 1954, §1235. The attribution rules are the same as
those applicable under §179. See note 42 supra.
45. INT. REV. CODE OF 1954, §267. The attribution of ownership extends to
all stock owned by the transferor's partners and "family," which includes his
brothers and sisters (whether by the whole or half blood), spouse, ancestors, and
lineal descendants, and it also extends proportionately to any stock owned by a
corporation in which the transferor owns stock.
46. INT. REV. CODE OF 1954, § §267 (d), 1012.
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"TAX FREE" AND TAXABLE INCORPORATIONS

Problems Encountered in Effecting a Taxable Incorporation
Odd as it seems, in most cases it may be more difficult to make
sure that a transfer to a newly organized corporation is taxable than
it would be to make the transfer safely tax-free.
The only way to make an incorporation completely taxable is to
fail to meet the 80 per cent control requirements; the only stock that
will not qualify as "control" stock is that which is issued to someone
who transfers only his services to the new corporation. Therefore,
80 per cent control cannot be destroyed upon an incorporation unless
more than 20 per cent of the stock of some separate and distinct
class is issued to a person for his services. Furthermore, if that
person also receives any stock or securities for any other property,
the scheme to make the incorporation taxable will be spoiled because
47
all of his stock will then be counted in determining control.
In the usual case, though, the parties will wish to recognize gain or
loss only upon the transfer of one or more particular items of property. This might be accomplished in one of several different ways,
each of which has its limitations.
First, the owner could sell the property to the corporation solely
for cash. This is perhaps gain except for one factor, which may or
may not be present. If the seller of the property also contributes cash
to the corporation, the cash contribution may be integrated with the
sale under the step-transaction doctrine and the net result held to
be a tax-free contribution of property.
As an alternative, the owner could sell the property to the corporation for cash and short term notes not qualifying as "securities," or
solely for such notes. An incidental advantage of this method, if it
works, is that the seller may, under certain conditions, be allowed
to report his taxable gain on the installment basis. 48 This type of
transaction, though, may raise the problem of "thin incorporation."
If a number of the usual test factors are present, such as subordination of the notes, high debt-equity ratio, or nonpayment of interest,
the notes may be held to be an equity investment rather than a loan.
This would, of course, make the transfer tax-free to the extent of the
notes, in addition to creating the other attendant problems such as
disallowance of interest deductions and dividend treatment of principal repayments.49
47. Treas. Reg. §1.351-1 (a) (1955).
48.

INT. REV. CODE OF 1954, §453.

49. The "thin incorporation" problem in this context is well illustrated by

several cases. Sarkes Tarzian, Inc. v. United States, 240 F.2d 467 (7th Cir. 1957),
remanding 140 F. Supp. 863 (S.D. Ind. 1956), sale found on remand, 159 F. Supp.
253 (S.D. Ind. 1958); Camp Wolters Enterprises, Inc. v. Commissioner, 230 F.2d
555 (5th Cir. 1956); Houck v. Hinds, 215 F.2d 673 (10th Cir. 1954); Ainslie Per-
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As another alternative, even one single transfer can be made
partially taxable and partially tax-free by the payment of "boot" together with "stock or securities." As pointed out, the "boot" will be
taxed as gain and will add to the basis of both the transferred property and the stock or securities received. It is important to remember,
though, that no loss can be recognized upon such a partially taxable
transfer.5o
One final method of recognizing gain or loss will seldom prove
successful. It is doubtful that the incorporators could destroy the
80 per cent control with respect to only one transfer of property by
purposely delaying that transfer for several months after the other
organization transfers had been made. For example, if a corporation
is organized with cash and property, and three months later, pursuant
to a preconceived plan, A transfers property to the corporation for
less than 80 per cent of its stock, the whole series of events would
probably be integrated under the step-transaction doctrine and A
held to be one of the group of "persons" who acquired 80 per cent
control.51 A more promising variation on that scheme would be to have
A lease the property to the corporation until it could be sold with
less danger of integration.

rault, 25 T.C. 439 (1955). Cf. Easson v. Commissioner, 294 F.2d 653 (9th Cir. 1961);
Estate of Stoll, 38 T.C. 223 (1962).
50. INT. REV. CODE OF 1954, §351 (b) (2).
51. Treas. Reg. §1.351-1 (a) (1) (1955).
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